Office of Chief Counsel.
Internal Revenue Service

memorandum
CCOIMCTM: ST POSTU-14008S-01
T.RBeliote

date: JUL 29 2002

to: Dennis Omer, Team Zoordinator
Examination, San Jase

from: LAURA B. 3ELQTE
Attcrney (LMSB)

subject: Response to s Positicon Paper
EIN: _ ; Tax Years: [N TN

This memorandum responds to your request Ior zssistance.
This memorandum snould not be cited as precedent.

DISCLOSURE STATEMENT

This writing mav contaln privileged information. Any
unauthorized disclasure of this writing may have an adverse
effect on privileges, such as the attorney client privilege. If
discleosure becomes necessary, please contact this c¢rffice for our
views.

ISSUES

The ZIxamination team assigned to examine the B .-
tax years have reguested our advice .cecncerning a pesition paper
given to the team cv cthe taxpaver, I "'H .
In the paper, M :ddressed the two following issues:

1. whether Il ~av rely on Revenue Ruling 78-228 to
Support its positicon that property manufactured in the United
States and assemblsd and tasted outside the United States by

s not "expeort gproperty" as defined in I.R.C. $927

Z. Nhe!:'ner- Ls snritled to relisf under _.R.C.
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asked Isr cur legal crinicn as To wnethe
izims have merit.
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CONCLUSIONS

i Bacause ~he definition of manufacturing s diffzsrent
under the DISC and FSC vrovisions, the taxpayer may not rely upon
Rev. Zul. 78-228, which addresses the DISC rules, toc support 1t
positicn that assembly and test operations conducted abroad were
not manufacturing for purpeses of the FSC rules.

2. B :: -oc entitlec to relief under I.R.C. §7805(b).

BACKGRQUND
n l Central California District Cecunsel ("CCDC")
reque :eci field advice concerning the assembly and testing stages
oL 's production for the tax wvears ﬂ,

z2nd Specifically, f‘CDC o.SKEd whether assemblivy and
test \,ueratlons performec outside the U.S. on | ccnrained in
s hich was fabricated in the U.S.} are "manufacturing, "
as descrikbed in Treas. Reg. §1.927(a)-1T{c). If those operations
constituted manufacturing, then the sale of the final |l
product did not gqualify as export property wilith the meaning of
I.R.C. §927(a) (1). Consequently, hwould nct be entitled to
certain foreign sales corporation ("¥SC") benefirts.

.o respeonse to CCDC's regquest for field advice, CC:INTL:Bré
issuead a Filield Service 2dvice {"FSA") on January 21, 13997 (cited
as 1997 FSA LEXIZ 211} which concluded that for the tax vears in
issue, 3 threshold level of assembly may qualify as
manufacturing. In the Analyvsis section, the FSA distinguished
Rev. Rul. 78-22Z%, upon wnich the tixpaver relled 1n support of
its pcsition that the assembly and test stages did not constitute
manufacturing. Rev. Rul. 78-228 explained why various acrtivities
constizuted manurlfacturing under the Domestic Internaticnal Sales
Corperation ("TISC") regulations then in place. The Service
observed that the facts and law involved in the ruling were not
the same as the Zacts and law pertinent tg the - case.
Accorcdingly, =he Service determined that M could noc rely on

Rev. Rul., 78-22% zs it was irrelevant with respect to [ s Fsc
activizies.
aminatlonl Team 1s currently examining -’s -and
vears zna has agaln Zeterminsd that assembly znd test
conaucted by EEmmms cutside the U.S. on
are manufacturing. In response, [Jitzs suomicted
To the ZIxam =Zsam a position paper in which 1t contends -hat it 1is
entitled to rely con Rev. Rul. 78-223 fo support its position that
assem-ly and L&s perations abroad were not manufacturing.

o~
Zurcthe ques that the FSA discussed above inappropriately
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<ismissed this rulirg, ana =zlaims that Zuprart © rules and case
_zw should not be determihative in the rszscliuticn oF a FEC
sanufaccuring issue. finzily, I zsserts that the
"watrocactive application cf & change in pesition wich regard to
Zav, Rul. 78-228, an cutsrtanding and unmcaliiled ruling upon whlch
nas relied, would caus s [N significant aaverse
consequences entitling - to relief under [.R.C. §7805(b)."

LEGAT ANALYSIS

Rev. Rul. 78-228

B s reliance on Rev. Rul. 78-228 ignores the plain
lznguage of the FSC provisions oI the codes and regulations, as
#all as case law Sev., Ful. T3-228 involves rules applicable
znly to DISCs. The CISC zuiles wers superseded py the ISC/Subpart
T regime, effective Ior trznsactions occurring arfter Lecember 31,

984, As gz result ¢f the cnange in law, thée definition of
manufacturing changed sligntly, but significantly fcr purposes cf
this issue analysis. Thus, althcugh the requirements for
cualified export property contained in the DISC rules are
cenerally similar to analocgous FSC requlraments, Lhe two sets of
rules contain different definiticns for manulfacturing.
For DISC purposes, Tra2as. Reg. $1.283-3(ci (2)(ii), iiiil) and

iiv) provides three definitions of manuracture. To be considered
manufactured under zhe rsgulaticon, sither property must have been
substantially zransficrmed '§1.993-3(c)(Z2){ii}), the =zctivities
zerformed must have peen substantial in macture and generally
considered to constituta Tne manufacture or producticon of
‘croperty (§1.9893-3(ci{2){iil}), cor The conversion costs incurred
nust account for 20% or mere of the costs Of goods sold 1§1.993-
ic) {2y (iv)) . Under the ZISC rules, Treas. Reg. $1.%83-3ic) (2)
crovides, for purposes of Treas. Reg. S1 { {Lil or
Li1), that "manufacture <-r preduction I
include assembly or gackaging cperatlons wi
ropercy.”
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are substanrcizl in nature and are yenerally Zconsidered oo
constiture The manufacture, sroducticn, or TIastruction of
crogerty Trezas. 2eg. $1.95d-Zizy14) (Lii)., X Z0 vercant
conversicn T=st simiiar no Treas. zeg. 31.8FI-3({citzZliiv) s also
included in The regulation

r=as, Req] §1.954~-
ovides that vackaging, rspacxzglng, labeling, or

mincor assembly operations will not constituts the manufacture of

orogperty for turposes of L[.R.C. §954(d) (1). Thus, the F5C

provisions definition <f manufaccuring Zhat ig <different

Lon w3ed in rnhe DISC provisicns. While Treas.

2) sxpressly excludes assembly of zall types from

manufacturing {(except in e case of the 20

e FSC provisions exclude onl:y minor assembly.

{
the definiticn
Dercant Test!, T

The Tax Court 2as also analyzed wnether zssembly activities
constituted manufacrturing undar Treas. Zeg. $1.254-3. 3Zee 2.g.,
Bausch & Lombp, Inc., . Comm'r., T.C. Memoc. _226-37; Lave
Fischbeln Manufacturing Co. v. Comm'r., 5% 7.Z. 3238 (1372), Ragv.,

{
1973~-2 C.B. 2. See also, Webb Export Zorp. —. Comm'r, 91 T.C.
131 {1988). Thess czses reveal that, for purposes of Treas. Reqg.
§1.%54-3, a threshold level of assemblv may zualify as
manufacturing. . Thus, -'s reliance on Rev. Rul. 73-228, in
the T3C conftext, 13 not warranted. :

I.R.C. §7805 (b}

- ras also zrgqued that the Service =zs changed its
vosizion regarding Rev. Rul. “8-2Z8, and has retrocactively
applied this change => M s detriment. C:znseguentiy, N
belizves that it L5 entitlea to zrelief under Z.R.C. §7303(b).
I.R.Z. §7805(b}) was intended to be a.taxpaver-relief grovisicn by
granting the I.R.S. cower =22 avold inedquitacls results bv
applring 17s regulaclions and rulings with prospective sifect
only. In crder t2 £e 2ligilble for relisf unger I.R.C. $7805(b) a
Caxpaver must show ..} a prior publisned Serwice position; (2)
detrimental reliance: (3) 3 subsequent <nange in che farvics’'s
rposizion; and narm T2 Che Caxpayer due to —he change 2 the
Servicae’s resition. Anderson, Claveten & Co. v, nited Sranas,
2¢2 T.04 8Tz, 3281 Ztn Tir, U277V, ferT. dermcad, =36 .S, 244

1277

mev. froc. 9-12 orovides guidancs conZsrning standards ot
pupLiczaticn I revenu2 rulings and precedurses, and is isertul in
resclving Tnls Lssua $7.20:2) ©C The Drocsaurs provides that
Taxpayers may raly on revenue rulings Lo detsrmining Thelr swn
tax -reatment until such published revenue rilings nave peen
zffzzted I 2av wavy v “subsequent i1s&gislaci:In, treartisas,
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regulzat ons, o= iings, rzevenue prccedures <
decisicns.” §7.31 urther provides, In part, -
ravenus ruling rspresents the conclusion <f the Ze
zoplication of =ne law =3 Che antire statement oOf

fccordingly, =taxpavers snould determine wihether =

2r revenue proc_aure on which they seek o r=2lv ha
cyv subseguent _=zgisiatlicon, rtreatles, regulatlcons, revenue
rulings, revenus procsdures or court declsions.

[T
0O
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B s --- entitled to ralief under I.R.C. §7805ib) as its
raliance on Rev. Rul. 78-228 is misplaced. Rev. Rul. 72-228 does
not invelve the Law applicable o FSCs. Instead, Lt addresses
rules applicabiz to DISCs. Because the definition of
manurfacruring -3 different under the DISC and FSC provisiocons, we
conclude that tna taxpaver may ncet rely upon Rev., Rul. v8-228,
ne DISC rules, ©o support its tositlicn that

operations conducted abroad were not

purgoses ol the FSC rules. Additicnally, the
d acrivities of [ o= che zax vears
and I scc iicferent from the facts in Rev. Rul. )
Moreover, the vice did not change the 1ts pesition zsgarding
Rev. Rul. 78-22%2; rather, the Service's analysis of i’

in the FSA invcived a different fact pattern and a different
rule. Thus, trare was no narm to the taxpayer 1n this case. We
finally note thzat I.R.C. §7805(k) relief does not extand toc all
cases n which 2 faxpaver takes a reascnable but errcnecus
positicn that zzes unchallenged for many vears. It 1s
established'law that the Service’s acceptance oI the arronecus
Treatment of izsms in prior taxable vears does not preclude the

whilch zddresses
assembly and ta
manuf“"turina z
specifilc Zacts

|—11—4"‘5I1ﬁ||(D
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correction of The erronecus treatment 1n succeeding vezars. See
2.3., Xnignts -F Columpus Counsel 7. U.Z., 783 F.24 ¢% ,7th Cir.
1986) ; Unity Eguity Cogoperative Txchange 7. Commissioner, 481
.24 312 {10th Zir., 1973), Zert. denied, 414 U.S. 1028 .1973);
Yarrap’s Club -, J.S,, 28 Ct. 1. 650 .1881); Hawkins

Cocmmissigner, T.3 F.2d 247 18th Cir. 1%33).

Slease notz that we have [orwarded z copy ¢f this memorandum
=2 our National Zffice to ensure that zhe above analysis is
zonsistent with the National Qffice positicon. Nationa: Jffice
~as raviewed znd agreed with the peorticn of the analvs:is

iiscussing Rev., ful., T8-ZZf., We zre =tlll walting Natliznal
TiZizz ra2sponss ragardiag tThe IUR.C. 5720Z{b) snalvysis, and will
=0Tl o ou LI otn2 Matisnmal JICfize rellswvses TRAT IUY ENEILVSLE
sholld be raviszd 23 22on i3 ressiple
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Tf vou have znvy questions or concerns, please <o not
neslitate To contact the undersigned attorney at (408) 317-4694.

Assoclate Area Counsel
tLarge and Mid-Size Business)

Byt &M&%%ﬂgﬂfg

LAURA B. BELCTE
Attorney {LMSB)




